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Looking Beyond 1954’s Internal Revenue Code 


Additional Changes Needed to Get Worthy Federal Tax System 


by Roswe.u Maciit, President, The Tax Foundation 


_ like the poor, we always have with us. The problems of the structure of the tax system 
as a whole and of the details of each particular tax can never be solved once and for all to 


everyone’s satisfaction. 


We are having a current demonstration of the truth of these major propositions, and this 


address is a product of it. Congress has just adopted 
the most comprehensive revision of the Internal 
Revenue Code in 75 years. The new Code in its 
official print is a book of 984 pages, including ap- 
pendices; and 929 pages without them. It repre- 
sents an incalculable amount of work; some say 
500,000 man hours. It changes the terms of the 
revenue law completely; and on the whole favor- 
ably to taxpayers. It is a great achievement by the 
Treasury and the two great revenue Committees. 


The new Code does not alter the main elements 
of the Federal tax structure at all. Before the new 
Code was adopted 82 per cent of total Federal tax 
revenue came from the income tax; 15 per cent 
came from excise taxes; and 3 per cent from cus- 
toms, employment, estate and gift taxes. The adop- 
tion of the Code did not change these percentages, 
for it did not add nor subtract taxes, nor did it 


increase or reduce personal exemptions or rates. 
It did liberalize income tax deductions considerably, 
both for businesses and individuals; but the gen- 
eral quality of the Federal tax system was retained 
without change. 


In this fashion arises the question in the title 
of this address. Is the Internal Revenue Code of 
1954 the very last word, or will there have to be 
a revenue act in 1955, in 1956 or in 1957? The 
answer pretty clearly is “yes.” 


The lectures you have had may have convinced 
you that when an entire internal revenue code is 
rewritten, imperfections are inevitable. How can 
any group of draftsmen, however bright, rewrite 
a code in the enormous detail of the current one, 
to prescribe exactly the right rule, the correct de- 
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duction, the exemption so precisely worded that 
all the white sheep get through, and all the black 
goats are safely kept back? Some of those ex- 
emptions will surely be too broad, some of them 
too narrow. A technical changes act of 1955 is as 
sure as sunrise, however tired of revenue revision 
Congress and we, the people, may be. 


I want to spend my time on a larger scale project 
that has been repeatedly passed over, but that sooner 
or later must be done. 


With the rumors of invasions and preparations 
for war that we read about every day in the news- 
papers, no one can be so blind as to believe that 
our defense expenditures will markedly decline. 


We tried that alternative quite recently, and found 
the resulting depreciation of the dollar less attrac- 
tive even than the high taxes. Inflation and deprecia- 
tion of the currency have the effect of a hidden 
but drastic tax upon large groups in the population 
whom we would never select for special taxation: 
retired people living on pensions, widows and 
orphans living on savings or trust funds, and 
salaried employees. 


First: Control Expenditures 


The human damage of inflation is terrific; and 
it is bound to be followed by a lack of faith in the 
government that perpetrated the crime. How can 
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The President, the Pentagon and the Budget Bureau 
may see that we get more for our money, but an 
enormous amount of our money is going to be 
spent. Moreover, many of us have become so ac- 
customed not only to a better way of living, but 
to the necessity, as we see it, of Federal guarantees 
of cradle-to-grave security, prosperity, and full em- 
ployment that we demand, not guns and butter, but 
100 per cent support for farm prices, a hydro dam 
on every stream, higher wages and lower taxes. 


The fiscal problem then is, how can we best meet 
Federal expenditures that seem bound to remain 
very high; and still permit and preserve the enter- 
prise system that has given us all that we have, and 
that makes high taxes productive? 


A Hidden Tax 


One alternative is to spend money freely on all 
the projects people want, and at the same time to 
avoid levying high taxes, that people dislike, to pay 
the bill. Let the budget be out of balance by a few 
billions; what of it? 
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government savings bonds be sold to citizens who 
have learned that by their purchases they will be 
locked in an investment that ten years later will 
yield dollars only one-half or one-third or one-tenth 
as large as those they put in? 


Hence, being sensible men, we choose the other 
alternative (as this Administration seems to have 
done) that we will tax ourselves as much as may 
be necessary to balance expenditures. 


First, we must control expenditures as tightly as 
we can. How large must expenditures be? Then 
we can determine the tax prescription that will be 
best for us. 


The Committee on Federal Tax Policy in its re- 
ports last spring concluded after an exhaustive an- 
alysis of budget expenditures that $8 billions could 
be cut from the Federal budget by abandoning 
some activities which are not essential; some which 
should be performed by private enterprise ; and some 
which should be performed by the states and locali- 
ties. The Administration and the Appropriations 
Committees have started on the job of weeding out 
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these unnecessary or undesirable Federal activities 
and the tax cuts that have been granted are the 
proper product. That process of rigorous pruning 
of Federal expenditures must continue, for re- 
member that the 1955 budget is still $30 billions 
higher than it was for 1948. 


The first essential move in 1955 is to cut Federal 
expenditures at least to $60 billions, better still 
to $55 billions. 


Supplement Income Tax 


In the process of taking the Federal Government 
out of activities that it ought not to perform, acti- 
vities are going to be restored to the States and 
localities which can perform them better. Conse- 
quently, the States and localities must be given 
adequate tax sources to enable them to carry out 
their allotted tasks. Under great pressure for more 
tax money, the States and the Federal government 
have each encroached on levies traditionally im- 
posed by the other government, and the result has 
been a duplication of taxes that is as annoying to 
the citizen as it is inefficient to administer. Why 
don’t the States yield the income tax to the Federal 
Government, in return for an exclusive grant of the 
estate tax, the gasoline tax, and admissions taxes? 
An even swap can be worked out to everyone’s ad- 
vantage. We can hope for a program of the kind 
from the Commission on Intergovernmental Rela- 
tions, now deliberating in Washington. 


To devise a tax system that will at once raise 
enormous amounts, that will be fair, and that will 
permit private business to function is a terrific job. 
For some years now, we have carried nearly all our 
Federal fiscal eggs in an income tax basket. That 
basket has been a very good one. It has been strong 
enough to carry the enormous weight of two world 
wars plus one Korean war—strains and pressures 
far beyond what experts would have regarded as its 
‘capacity. 


Fifteen years ago, less than 4 million individual 
income tax returns were filed showing net income; 
now the figure is, I believe, about 50 million. Then, 
less than $1 billion was collected from the indi- 
vidual income tax; now nearly $28 billion is so 
collected. These figures mean not only that the in- 
come tax is today our main reliance for Federal 


revenue, but that the development during the last 
15 years has been to collect more and more income 
taxes from persons with small incomes. In fact, more 
than half of all individual income tax revenue is 
collected from the first taxable income bracket of $0 
to $2,000 ($15,533 millions out of $28,432 millions) 
and the bracket rate is 20 per cent. 


Now the income tax is an admirable tax, but it 
is also a very complicated one. In the endeavor to 
measure ability to pay fairly, myriad provisions 
for exemptions, deductions, carry-overs and carry- 
backs have been inserted; and we are told that we 
should add further provisions for averaging the in- 
comes of several years. Since exemptions are low, 
because of the necessity of raising great amounts 
of revenue, income tax returns are required from 
persons of quite modest incomes, who are very apt 
to make mistakes. One result has been a drive to 
relieve small taxpayers from preparing their own 
income tax returns, by substituting so far as pos- 
sible withholding returns, prepared by employers. 


Would it be better to rely more than we do upon 
a general manufacturers excise tax? Canada has had 
many years of successful experience with such a 
tax, and now uses it to collect 26 per cent of total 
revenues. Great Britain collects 42 per cent of its 
revenue by similar taxes. In contrast, we collect 
only 15 per cent. Such a uniform tax of general 
application is certainly simpler to collect than the 
income tax, with all its myriad variations. No one 
would advocate that the Federal Government should 
cease the imposition of an income tax. But it would 
be wise to supplement it with another form of tax 
of general” application; ‘so that the income tax is 
not our sole dependence in times of stress. We 
learned during the early thirties that receipts from 
excises hold up well even in a depression. Income 
tax receipts rapidly fade away as individual and 
corporate incomes turn into losses. 


Rate Adjustments Required 


Finally, income tax rate adjustments are required, 
as soon as budget expenditures can be reduced 
enough to make rate reductions possible. There is 
something indefensible and offensive about rates 
that require a taxpayer, corporation or individual, 
to hand over to the government more than half 
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of his earnings. The corporate rate of 52 per cent 
has been retained until April 1, 1955, when it is 
due to go down to 47 per cent. It would be a real 
accomplishment for Congress so to revise the ex- 
penditure budget downwards that that reduction in 
rate could actually be put into effect, and the budget 
nevertheless kept in balance. It would be an even 
more notable achievement if the individual surtax 
rates could be readjusted to a ceiling rate of 50 
per cent. 


Greater Stability A Gocl 


Another desirable move would be to extend to 
conversions of investment assets from one security 
to another the treatment now granted in the law 
to the sale of one residence and the purchase of 
another. Just as the sale of a residence may be 
necessitated by a business move from one city to 
another, so the sale of one kind of investment and 
the purchase of another of like value may be ne- 
cessitated by other changes in business conditions 
or outlook. It is inequitable in such a case to tax 
away a good part of the capital, so that the price 
of a mere shift in investments is a loss of 25 per 
cent of savings, often accumulated with great dif- 
ficulty. Hence, if a capital asset held for, say, five 


* 


42 


years or more is sold and the proceeds are rein- 
vested within a reasonable time in another such 
asset, no gain or loss should be realized. 


In the course of wholesale revision of the revenue 
laws, Congress eased the burden of the income tax 
by many special deduction provisions. Congress did 
not change the composition of the Federal tax sys- 
tem, nor reduce rates. It had no time for the first 
job; and until expenditures are reduced, no revenue 
can be spared for the latter. But expenditures can 
still be reduced, and if they are, we can attain other 
long-sought goals. We can give the tax system 
greater stability, by substituting a general manufac- 
turers excise for the special selective sales taxes 
now imposed. Congress can return to individuals 
and business the great privilege of freedom to save 
or to spend at least half what they earn. Finally, 
we can make capital transactions more possible 
than they are now, certainly to the advantage of 
the economy and probably with no loss or revenue. 


These reforms, plus the new Code, would truly 
give us a worthy Federal tax system that would not 
require tinkering and patching every year or so. 
More important, business would have more in- 
centive to move forward and individuals more 
freedom to enjoy what they produce. 


* 





| 














